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ABSTRACT
We model home country familiarity with business opportunities in a foreign country as a
parameter in a matching process between domestic and foreign firms.  We show that as familiarity
increases the effect of relative national labor supplies on relative national wages declines, the
elasticity of domestic labor demand increases, and the extent of “pass-through” of trade tax changes
to home wages increases.  Since the volume of trade is increasing in familiarity, trade liberalization
has a greater impact on wages when the initial volume of trade is greater, all else equal.  As
familiarity becomes complete, the results of the 2 x 2 Heckscher-Ohlin-Samuelson model are
obtained: relative national wages are fixed by trade taxes independent of relative national labor
supplies, domestic labor demand is infinitely elastic, and pass-through of tax changes to wages is
“complete” in the sense that it is determined entirely by production technology and no arbitrage
opportunities remain.
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1RWHWKDWZHFDQZULWHJDVD
IXQFWLRQRI EHFDXVH NLVDFRQVWDQWHODVWLFLW\IXQFWLRQ)XUWKHUPRUHJLVDQLQFUHDVLQJ
IXQFWLRQRI ZLWKJ DQGJ ,WLVFOHDUWKDWWKHOHIWKDQGVLGHRIHTXDWLRQLVD
PRQRWRQLFDOO\LQFUHDVLQJIXQFWLRQRI VRLIDVROXWLRQIRU H[LVWVLWLVXQLTXH,I/'/
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LQYHUVHRIH ￿￿5LQWKHSURRIRI3URSRVLWLRQDQGIRFXVRQWKHWHUPWKDWFRQWDLQV  LQWKH
GHQRPLQDWRU)URPWKHGHILQLWLRQRI ZHVHHWKDW JRHVWRWDVNJRHVWR]HUR:HDOVRNQRZ
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ee y a  16
1RWHWKDWWKHILUVWIUDFWLRQRQWKHULJKWGRHVQRWGHSHQGRQN,QYHUWLQJWKHODVWIUDFWLRQZHWKHQ
ZDQWWRSURYHWKDWLWVLQYHUVHLQFUHDVHVZLWKNZKLFKDPRXQWVWRSURYLQJWKDW ' GHFUHDVHVZLWK
N,Q3URSRVLWLRQVDQGUHVSHFWLYHO\ZHSURYHGWKDW  LQFUHDVHVDQG GHFUHDVHVDVN
LQFUHDVHVIRUWKHFDVHZKHUHZ
LVKHOGFRQVWDQWLQSDUWLDOHTXLOLEULXPDQGIRUWKHFDVHZKHUHWKH







LQWKHSUHFHGLQJSURRI7KHILUVWIUDFWLRQHTXDOV' DQG DSSURDFKHV DVN a
￿ HZ7
DSSURDFKHV]HURVR Ü' ZKHQNÜDQGWKHSHUFHQWDJHFKDQJHLQWKHKRPHZDJH a
￿ HZ7
DSSURDFKHVWKHSHUFHQWDJHFKDQJHLQ7PXOWLSOLHGE\' 7KHFRHIILFLHQW' LVRIFRXUVHWKH
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1RWHWKDWWKHILUVWWZRWHUPVLQHTXDWLRQ$DUHERWKQHJDWLYH6XSSRVHQRZWKDWZKHQNLQFUHDVHVH ￿￿7LVHLWKHUFRQVWDQWRUGHFUHDVHVLPSO\LQJ
WKDWH ￿￿7GRHVQRWGHFUHDVH%HFDXVH LVGHFUHDVLQJLQNZHFDQGHGXFHWKDW
LM$'M7GHFUHDVHVLQDEVROXWHYDOXHZLWKN
LL$LQFUHDVHVZLWKNEHFDXVHWKH/HPPDWHOOVXVWKDW3GHFUHDVHVZLWKN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7KHVHWKUHHUHVXOWVLPSO\WKDWWKHODVWWHUPLQHTXDWLRQ$ZKLFKLVSRVLWLYHDOVRGHFUHDVHV
ZLWKN%XWWKDWWHUPLVVLPSO\SURSRUWLRQDOWRH ￿￿7VRZHDUULYHDWDFRQWUDGLFWLRQ7KHUHIRUHLW
PXVWEHWKDWH ￿￿7LQFUHDVHVDQGH ￿￿7GHFUHDVHVZLWKNDVZHZLVKHGWRSURYH
/HWXVQRZSURYHWKDWH ￿￿76DVN6,IWKLVLVQRWWUXHH ￿￿7GRHVQRWWHQGWR]HUR
DVN65HFDOOLQJWKDW 67ZKHQN6WKLVLPSOLHVWKDWERWK
DQGM%'M7'%JRWR4DVN6,WWKHQIROORZVIURPHTXDWLRQ
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